
STATE OF NEW YORK

STATE TN( CO}I}fiSSION

:
o f

Mandy of Quality, fnc. :

for Redetermination of a Deficiency or Revision :
of a Determination or Refund of Corporation
Franchise Tax under Article 9A of the Tax law for :
the Years 7975 - 1977.

and by deposit ing same enclosed
post off ice under the exclusive
Service within the State of New

That deponent further says
herein and that the address set
of the petit ioner.

State of New York ]

county of Albany ] 
u"' '

David Parchuck, being duly sworn, deposes and says that he is an enployee
of the State Tax Commission, that he is over 18 years of age, and that on tLe
15th day of June' 1984, he served the within notice of Decision by certified
mail upon Mandy of Quality, fnc., the petit ioner in the within proceeding, by
enclosi4g a true copy thereof in a securl ly sealed postpaid wrapplr addresJed 

-

as fo l lows:

Mandy of Quality, fnc.
126-20 101st Ave.
Richmond Hill, Nf 7L4tg

AT'FIDAVIT OF }TAIIING

in a postpaid properly addressed wrapper in a
care and custody of the United States Postal
York.

that the said addressee is the petit ioner
forth on said wrapper is the last known address

Sworn to before me this
15th day of June, 1984.

Authorized to-a inis,{1er oat
pursuant to Tax taw-sect ion 174



STATE OF }TEW YORK

STATE TAx COMMISSION

t ter o Petit ion
o f

Mandy of Quality, Inc.

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Corporation
Franchise Tax under Article 94 of the Tax law for
the Years L975 -  L977.

AFFIDAVIT OF UAIIING

State of New York )
ss .  :

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Commission, that he is over 18 years of age, and that on the
15th day of June, 7984, he served the within notice of Decision by cert i f ied
mail upon Daniel J. Guida, the representative of the petitioner in the within
proceedinS, bY enclosing a true copy thereof in a securely sealed postpaid
wrapper addressed as fol lows:

Daniel J. Guida
Fliegel & Guida
231 Vermont Ave.
Oceanside,  NY 11572

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post off ice under the exclusive care and custody of the United States Postal
Service within the State of New York.

That deponent further says that the said addressee is the representative
of the petitioner herein and that the address set forth on said wrapper is the
Iast known address of the representative of the petit ioner.

Sworn to before me this
15th day of June, L984.

ster oa
section



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY,  NEW YORK 12227

June 15,  1984

Mandy of Quality, Inc.
n6-2A 101st Ave.
Richnond HilI, NY 11419

Gentlemen:

Please take notice of the Decision of the State Tax Comnission enclosed
herewith.

You have now exhausted your right of review at the adninistrative level.
Pursuant to section(s) 1090 of the Tax Law, a proceeding in court to review an
adverse decision by the State Tax Corunission may be instituted only under
Article 78 of the Civil Practice Law and Rules, and must be comnented in the
Supreme Court of the State of New York, Albany County, within 4 months from the
date of this notice.

fnquiries concerning the computation of tax due or refund allowed in accordance
with this decision may be addressed to:

NYS Dept. Taxation and Finance
law Bureau - litigation Unit
Building /19, State Campus
Albany, New York L2227
Phone /t (518) 451-2010

Very truly yours,

STATE TAX COHHISSION

Petit ioner t s Representative
Daniel J. Guida
Fliegel & Guida
231 Vermont Ave.
0ceanside, NY 11572
Taxing Bureauf s Representative



STATE OF NEW YORK

STATE TA)( COMMISSION

In the Matter of the Petition :

o f :

MANDY OF QUAIITY, INC. : DECISION

for Redetermination of a Deficlency or for :
Refund of Corporatlon Franchise Tax under
Article 9-A of the Tax Law for the Years 1975 :
through L977.

Petitioner, Mandy of Quallty, Inc. r L26-20 l01st Avenue, Richmond lltl l,

New York LL4L9 filed a petition for redetermination of a deflclency or for

refund of corporation franchise tax under Artlcle 9-A of the Tax Law for the

years 1975 through 7977 (Fi le No. 313f0).

A formal hearLng was hel-d before Danlel J. Ranalll, Ilearing Offlcer, at

the offlces of the State Tax ComnissLon, 1\ro World Trade Center, New York' Ner

York, on June 23, l -983 at 1:15 P.M., with aLl-  br i -efs to be subnit ted by

Septenber 15, 1983. Pet i t loner appeared by Fl iegel & Guida (Danlel  J.  Gulda,

C.P.A.).  The Audit  Divis lon appeared by John P. Dugan, Esq. (Anna D. Colel lo '

Esq.  r  o f  counse l ) .

ISSUES

I. Whether the Audlt Divislon properJ-y dlsallowed a salary expense of

petitioner and correctly added sald expense to the income of petitionerts

presiflent as a constructive dlvldend.

II. Whether the Audit Divislon properly determined that a loan made to

pet i t ioner by i ts presldent was, ln fact,  a contr ibut lon to capital  and'

therefore, a reduction in petltionerrs l-oan account amounted to a constructive

dlvidend or return on capital  to pet i t lonerrs presldent.
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FINDINGS OF FACT

1. On September 12, 1980, as the result  of  a f ie ld audlt ,  the Audlt

Division issued a Notlce of Deficiency pursuant to Article 9-A of the Tax Law

against pet i t loner,  Mandy of Qual i ty,  Inc.r  in the amount of $257.25 pl-us

Lnterest of  $98.40 for a total  due of $355.66 for the year ended December 31'

L975. On the same date another Notice of Deficlency lras lssued against petLtioner

in the amount of $269.56 plus tnterest of  $80.19 for a total  due of $349.75 for

the year ended December 31, 1976. A thlrd Not ice of Def ic iency l ras issued on

the same date agalnst petLt ioner ln the amount of $21759.30 plus lnterest of

$586.35  fo r  a  to ta l  due o f  $3 ,345.65  fo r  the  year  ended December  31 '  L977.

2. Peti.tloner is a New York corporation engaged ln the operatlon of a

home improvement contracting buslness. The sole offlcerr and' apparentLy, sole

stockholder of petltloner is Aaron Mandelbaum, its presldent. The business

origLnally hras a sole proprietorship which was incorporated on or about January I'

L973. At the t ime of incorporat lon, pet l t ioner carr led over onto i ts corporate

books an account ent i t led "Off l .cerrs Loans Payabler in the amount of $109'989.95.

There rras no ownerrs equity account and no stock was lssued upon tncorporatlon.

Pet l t ioner rs  assets  to ta l led  $9 t1 ,433.36  and l t s  L iab l l l t ies  amounted to

$311.144.36 leaving an ohrnerfs equlty of $289.00 result lng ln a debt to equlty

ratlo of approximately 1000 to 1. Payments were nade from the officerrs loans

payabl-e account elther directly to Aaron Mandelbaun or to pay Mr. Mandelbaumrg

personal expenses. Petitloner did not carry a capital account on its books

unt i l  1975 when $10,000.00 in stock was lssued. Tn L974t pet i t ioner obtalned a

loan from Bankers Trust Company which required as a conditlon of the loan that

pet l t lonerfs loans due i ts off lcer be subordinated to the bankrs loan. Pet l . t loner

complied wlth thls requirement.
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3. 0n auditr ' the auditor declded that pet i t loner was under-capltal lzed

and that the approximately $110,000.00 in loans nade by Aaron MandeLbaum to

pet i t ioner l rere actual ly contr lbut lons to capital .  For I977, pet i t lonertg

general  ledger ref lected a reduct ion in the loan account of $16124L.74 and thls

f igure, taken together with an unexplained dl f ference of $L91274.12, resul- ted

ln a total  reductLon in the loan account of $35,515.86 which was deened to be a

constructive dividend or return on capitaL. Tax year 1977 was the only year in

which petLtionerfs lncome was suffl-cfent to establtsh a constructive dlvidend

or return on capital-. Aaron Mandelbaunts personal lncome tax for L977 was

adJusted to lnclude in hls lncome for that year the loan repa)'ments deemed to

be construct ive dlvidends.

4. Petitloner malntains that the loans fron Aaron Mandelbaum were bona

fide Loans which rrere never Lntended to be capital contrl.butlons and that the

Audlt Dlvision should not be able to deem the l-oans to be such merely because

petltioner dld not lssue any stock untll two years after its formation.

However,  at  least one of the loans ln the amount of $661529.90 was evldenced by

a written promlssory note dated February 5, I974. No explanation was offered

as to why said note lras issued more than a year after petltLoner ltas incorporated.

Petitionerrs representative asserted that thl-s was the amount remainlng to be

pald on the orlglnal loan on the books on January 1, 1973.

5. For years 1976 and L977, pet i t ioner clalmed a sal-ary expense for

Rosalle l"Lande1baun, the wife of Aaron llandelbaun. PetitLoner issued wage

and tax statements (Form W-2) to l,Irs. I' landelbaun f or each of the aforesald

years. The forms indl-cated that Federal- and State taxes and soclal securlty

taxes were withheld.
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Onraudlt, the auditor went to petltLonerrs premises on four different

occasl-ons. l,Irs. Mandelbaum was not present at the place of buslness during any

of these vibi ts.  The audltor quest ioned several  of  pet i t lonerts enployees

concernlng the status of l,Irs. Mandelbaum as an enployee. The enployeesf

responses were either evasive, vague or confllcting, wl-th none of the employees

actually sure of what l,lrs. Mandelbaumts duties were, l-f any. Petitloner

submitted several unsrrorn, form statements from contractors l-ndLcating that

l,Irs. Mandelbaun soLlclted varlous Leads for them as part of her duties for

petitioner. Other than the statements, pet,itioner presented no dlrect evidence

elther through testlmony or documentatlon to show whether Rosalie MandeLbaum

performed any duties as an enployee of petltioner.l Mt". Mandelbaumwas not an

off icer or stockholder of pet i t loner.

7. The Audit Dlvision disall-owed the salary expense wlth respect to

l4rs, Mandelbaum and deemed it to be a constructlve dlvldend to l{r. Mandelbaum.

Mr. and Mrs. Dtrandel-baum's personal lncome taxes were adJusted accordlngLy for

each of the years 1976 and 1977. Pet l t loner argues that l t  had nothing to galn

by claining Mrs. ldandelbaum as an emptoyee since it incurred other expenses

such as soclal- security and unemploynent compensatlon paynents by listing

Rosalie Mandelbaum as an employee.

CONCLUSIONS OF LAW

A. That,  with certain except lons not appl lcable hereln, sect lon f089(e)

of the Tax Law pl-aces the burden of proof upon the petltloner. Although

petitioner may well have had nothing to galn by clalming RosaLie Mandelbaun as

an employee, there was simply too Littl-e evLdence produced to substantlate that

she was an employee. Petitioner has not shonm that l,Irs. Mandelbaum performed

In fact,  pet i t ioner offered no test lnony on el ther issue.
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any substantial servlces whtch were of val-ue to the corporation. In Llght of

thls and the fact that Mr. Mandelbaun lras the sole stockholder of petltlonert

It was proper for the Audit Dlviston to conslder the payments to l"Irs. Mandelbaum

an assignment of corporate income not deductlble by petttioner and taxable to

Mr. Mandel-baun as a constructive divldend.

B. That rr[a] corporatlonrs flnancLal structure in which a wholly lnadequate

part of the investment ls attrLbuted to stock whlle the bulk ls represented by

bonds or other evidence of lndebtedness to stockholders ls lacklng ln the

substance necessary for recognitlon for tax purposes, and must be interpreted

ln accordance wlth realitiesr' (Root v. Conrmissioner, 22O F.2d, 24O, 24L). ftThe

essentlal difference between a stockhol-der and a creditor ls that the stockholderrs

intentlon ls to embark upon the corporate adventure, taking the risks of Loss

attendant upon i t  so that he may enJoy the chances of prof l t .  The credltor '  on

the other hand, does not intend to take such risks so far as they may be

avoided, but merel-y to 1-end his eapital to others who do lntend to take themrl

(Un i ted  Sta tes  v .  T i t le  Guarantee  & Trus t  Co. ,  133 F .2d  990,  993) .

C. That among the factors which are slgntfl.cant in deciding whether an

instrument or transaction creates debt or equlty are: ttthlntt or inadequate

capLtal izatton, ident l ty of lnterest between credltor and stockholder,  the

abllity of the corporation to obtain l-oans from outside lending instituttons

and the status of the contributlon ln rel-ation to regular corporate credltors

(Sf"pp"y Uri""  mar ,  561 8.2d, 572, 582).

D. That,  with an ownerrs equLty of $289.00, a debt-equlty rat lo of 1000

to 1, the lack of any capital- account or issuance of any stock, Lt is obvlous

that the funds supplled by Aaron MandeLbaum to petltloner dld not constltute a

loan to a company with adequately existing operating capltal, but represented,

instead, an advance of necessary working capital-. t 'Such a sltuation closely
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parallels that under whLch an investment of equity capital ts made in a new

venture.. . rr  (Hl-ppodrome Bul- l -dlng Co. v.  Cormlssioner,  24 TCl( 113 aff  td sub nom

FeLl- inger v.  United States, 363 F.2d 826).  Moreover,  Bankerrs Trust Co. would

not agree to loan money to petitloner unless all- loans due to officers were

conpletely subordinated to the bankrs loan. ttThe compLete subordination

effected by [this agreement] not only tends to wlpe out a nost signlflcant

characteristlc of the creditor-debtor rel-atlonship, the rtght to share ltlth

general- credltors in the assets in the event of dlssol-ution or llquldatlon'

(ci tat ion onit ted),  but i t  a lso destroys another bastc attr ibute of credLtor

status: i .e. ,  the po\rer to denand payment at a f lxed natur l ty daterr (P. l t .

F inance Corp .  v .  Cornmiss loner ,  302 E.2d  786,  790) .

E. Thatr whLle no one of the aforementioned debt-equlty factors neceesarlly

indlcates the existence of a capital contribution rather than a loan, ln thls

case, all- of the facts taken as a whole and combLned wlth the fact that the

alleged lender in thls case, Aaron Mandelbaum, nas also the sole stockholder

and off icer of petLt ioner leads to the concl-usion that the $109r989.95 entered

on pet i t ionerts books as off lcerrs loans payable was, ln factr  an investment in

the equity of petltioner and subJect to tax treatment as such. Therefore, the

Audit Divlsion properly deemed the reduction 1n the loan account to be a

constructlve dlvidend or return on capital to Aaron Mandelbaun.

F. That the petitlon of Mandy of Quallty, Inc. is denied and the notlces

of def ic ieney lssued Septenber 12, 1980 are sustained.

DATED: Albany, New York

JUN 15 1984
STATE TAX COMMISSION


